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China’s Economic Outlook after 30 Years of Reform 
Selin Özyurt 
Abstract 
China’s recent emergence as a major global partner has been one of the most remarkable facts 
of  the  past  decades.  Over  the  last  30  years  of  reform,  Chinese  economy  exhibited 
unprecedented sustainable economic growth and the country has gradually transformed its 
structure from a self-reliant, state dominated to a market based economy. The aim of this 
paper is to yield a baseline for the comprehension and interpretation of the empirical analysis 
on Chinese economy. China’s recent economic rise are discussed through six major axes, 
namely economic reforms and growth, ownership composition and productivity,  financial 
and  banking  system  reforms,    opening-up  to  the  world,  human  capital  and  research  & 




China’s recent emergence as a major global partner has been one of the most remarkable 
economic developments in the past decades. Being a self-reliant autarchic economy until the 
1980s, China has transformed itself into a leading global partner. It played an active role in 
the integration of the world economies through trade and foreign investment. China’s recent 
emergence has noticeably changed the world economic geography. Over the last two decades, 
economic reforms and opening-up polices it initiated have not only contributed to its own 
prosperity,  but  also  created  a  strong  momentum  in  the  global  economy.  Today,  China 
constitutes an important link to regional production networks in East Asia and serves as a key 
export platform to many (multinational companies) MNCs from developed countries.  
China’s opening up initiative was introduced in 1978 accompanied by a series of economic 
policies.  Chinese  governments  have  achieved  considerable  progress  in  globalizing  the 
economy. Over the past three decades, China has gradually reduced or eliminated barriers to 




and pro-trade and pro-investment policies have been set up. China’s opening up initiative 
generated  rapid  and  impressive  results.  Today,  China  ranks  third  among  the  top  trader 
countries and it is the major host for foreign direct investment (FDI) inflows in the world. In 
addition, China’s World Trade Organisation accession in 2001 gave a strong momentum to its 
integration into global markets. 
Over the past decades,  Chinese economy has been through significant  changes.  After the 
1980s, China transformed itself from an agrarian economy to a major industrial power. The 
relative  size  of  the  state  sector  declined  gradually  while  the  non-state  sector  gained 
importance in terms of employment and production share. Today, it is commonly accepted 
that the emerging non-state sector in China exhibits higher productivity than the state sector. 
Besides that, during the reform period, the emergence of small-scale industry in rural areas 
and foreign invested enterprises in coastal regions significantly propelled economic growth. A 
greater  openness  to  the  world  and  deregulations  gave  greater  reign  to  market  forces  and 
competition.  
The Chinese economy exhibited unprecedented and sustainable growth rates over the last 
three decades. Two factors have played a capital role in China’s recent economic rise: Firstly, 
Chinese  governments  have  successfully  pursued  the  East  Asian  Newly  Industrialised 
Economies’ (NIEs’) development pattern by export promotion. Secondly, China has achieved 
rapid capital accumulation through high rates of domestic savings and FDI inflows. Today, 
despite considerable reform initiatives, China’s financial sector remains relatively small and 
state-dominated. Thus, FDI and export contribute significantly to allocate financial resources 
to the developing private sector.  
The  main  purpose  of  this  study  is  to  constitute  a  baseline  for  the  comprehension  and 
interpretation  of  the  empirical  analysis  on  Chinese  economy.  We  therefore  give 
comprehensible insight into the issues introduced by reform policies and China’s ongoing 
economic transition. The issues on China’s recent economic rise are discussed through six 
major axes, namely economic reforms and growth, ownership composition and productivity,  
financial and banking system reforms,  opening-up to the world, human capital and research 




1.2 Economic Reforms and Growth 
 
The People’s Republic of China (PRC) was funded in 1949 by Mao Zedong. Over the past 
sixty years, we can clearly distinguish two major phases in China’s economic development: 
the Maoist phase (1949-1977) and the reform phase (1978-onwards). 
  The Maoist period in China is, above all, marked by self-reliance and isolation from 
the  world  economy.  During  the  Maoist  period,  the  Chinese  economy  was  highly 
regulated;  production  and  price  decisions  were  largely  controlled  by  the  central 
government authorities. Under the command economy, foreign direct investment to 
China was virtually nonexistent and foreign trade was a state monopoly. The bulk of 
the imports were concentrated on essential capital goods  and technology  from  the 
Soviet Bloc countries (Maddison, 1998). 
  Economic reform in China was initiated in 1978, by Mao’s successor Deng Xiaoping. 
The  reform  initiative  introduced  a  major  political  shift  towards  a  socialist  market 
economic system. In this regard, radical policy changes have been implemented by the 
government (Table 1.1). As a first step, reform policies started in the farming sector 
through the establishment of a household responsibility system and the liberalization 
of price and output decisions. In the 1990s, further reform initiatives were pursued by 
the deregulation of almost half of the prices in the industrial sector. Along with the 
deregulation of the economy, considerable effort has been made to open up China to 
the world.  
 
Table 1.1: The timeline of economic reforms in China (1978-2004) 
 
Year  Policy change 
1978  Initiation of the “Open door” policy, beginning of foreign trade and investment  
1979  Decision to turn collective farms over to households 
  Township and village enterprises (TVEs) given stronger encouragement 
1980  Special economic zones created 
1984  Self-proprietorships of less than 8 persons encouraged  
1986  Provisional bankruptcy law passed for state owned enterprises 
1987  Contract responsibility system introduced in state owned enterprises 




1990  Stock exchange started in Shenzhen 
1993  Decision to establish a “socialist market economic system” 
1994  Company law first introduced 
  Renminbi begins to be convertible on current account  
  Multiple exchange rates ended  
1995  Shift to contractual terms for state owned enterprise staff 
1996  Full convertibility for current account transactions 
1997  Plan to restructure many state-owned enterprises begins 
1999  Constitutional amendment passed that explicitly recognises private ownership 
2001  China accedes to the World Trade Organization (WTO) 
2002  Communist party endorses role of the private sector, inviting entrepreneurs to join 
2003  Decision to “perfect” the socialist market economic system 
2004  Constitution amended to guarantee private property rights 
Source: OECD (2005). 
 
Economic reform in China turned out to be a real success and produced immediate results. 
Since 1979, The Chinese economy has grown at an annual average rate of 9.5 per cent. We 
can observe from Figure 1.1 that economic growth has been extremely volatile between 1952 
and 1978. Over the pre-reform period, political upheaval introduced by the Great Leap 
Forward Movement (1858-1960) and Cultural Revolution (1966-1976), dramatically 
deteriorated the country’s economic performance. In contrast, during the reform period, China 
has exhibited more sustained economic growth at an annual rate of 10 per cent on average. 
One can also notice from the table that over the entire period of 1952-2007, the rate of per 
capita growth remained slightly below the overall GDP growth rate.  
Despite  recent  considerable  efforts  of  the  Chinese  statistical  authorities,  Chinese  official 
statistics might represent some bias and inconsistencies. Hence, official growth figures should 





                                                           
1 For a detailed discussion on the reliability of Chinese statistics the interested reader could refer to 
Özyurt (2009). 





Figure 1.1: Overall real GDP and real GDP per capita growth rates in China (1952-2007) 
 
Sources: SSB (various issues) and author’s calculations. Note: GDP series are expressed in 1952 constant prices; RPI and 
CPI designate respectively retail price index and consumer price index. 
 
 
China’s  impressive  growth  over  the  last  three  decades  has  largely  been  driven  by  the 
following factors: rapid capital accumulation through high rate of domestic savings, greater 
exposure to foreign trade and investment and structural transformation of the economy. Over 
the last thirty years, The Chinese economy has been through remarkable structural changes 
common to fast growing developing countries (DCs). China has transformed itself from being 
an agrarian economy to a major industrial power. We can clearly observe from Figure 1.2 that, 
since  1978,  the  share  of  agriculture  in  total  employment  has  considerably  decreased.  In 
addition, the modernization of agriculture brought major changes in production patterns. For 
instance, the use of more capital intensive technologies has enhanced technical efficiency and 
substantially reduced needs for labour in agriculture. It should be outlined that China’s recent 
economic  rise  has  essentially  been  driven  by  rapid  expansion  of  the  industrial  sector.  In 
addition,  since  the  1990s,  the  contribution  of  the  service  sector  to  total  output  and 
employment has increased considerably (Figure 1.2). China’s WTO membership in 2001 has 





Figure 1. 2: Employed persons by industry (10000 persons) 
 
Source: SSB 
1.3 Ownership composition and productivity 
 
During the reform period, China has shifted from total reliance on state sector to a mixed 
economy where private sector gained growing importance. Today, we can distinguish three 
major categories of ownership in Chinese industry:  
 
  State Sector 
The state sector is predominantly characterised by excessive investment in capital, overly 
large size and lax budgetary constraints. As a consequence, despite its intensity in skilled 
labour  and  physical  capital,  the  Chinese  state  sector  exhibits  relatively  poor  economic 
performance and inefficient organisation of production. 
In  China,  development  of  a  non-state  sector  became  one  of  the  major  axes  of  economic 
reform  policies.  Since  the  late  1980s,  Chinese  government  made  considerable  effort  to 
eliminate  inefficiencies  and  to  restructure  loss-making  state  enterprises.  In  addition,  the 
Chinese government introduced important reforms in property rights. In 2003, in order to 
rationalise its  control  over state-owned enterprises,  it initiated the transformation  of most 















Figure 1.3 displays that, on one hand, in the late 1990s, government policies resulted in a 
dramatic decline in the relative importance of the state sector. On the other hand, the decline 
in the state sector has been substantially offset by the rapidly growing private sector. During 
the reform era, non-farming private enterprises have emerged as the most dynamic component 
of the economy. In this way, an important amount of laid off employees from the state sector 
have been recruited by market oriented foreign owned and township-village firms.  
 
  Township Village Enterprises (TVEs) 
 
The reform initiative in China has successfully started in the farming sector.  Consequently, 
rapid improvement in agricultural efficiency gave rise to substantial surplus labour in rural 
areas. Yet, under the hukou
2 system, migration of surplus rural workers to urban areas was 
highly restricted. In this context, township-village enterprises (TVEs) have been developed in 
rural areas by ex-farmers. In the 1980s, TVEs became the most dynamic component of the 
economy and absorbed a substantial part of surplus labour in farming and state sectors.  
In China, TVEs generally take the form of small scale production units which exhibit high 
efficiency  in  resource  allocation.  Unlike  the  state  sector,  TVEs  are  subject  to  budget 
constraints  and  market  competition.  They  do  not  benefit  from  a  state  bail  out  and  could 
therefore go bankrupt. Besides, TVEs are usually outward-oriented and show a great potential 
for the assimilation of advanced technology through competition, demonstration and imitation.  
 
                                                           
2 The hukou (household registration) system was introduced in the 1950s under the command economy in 




  Foreign Owned Enterprises (FOEs) 
In the Chinese economy, foreign owned enterprises generally utilise more capital intensive 
production technologies, and enjoy higher capital and labour productivity than local firms 
(Sun, 1998). The foreign sector in Chinese industry tends to be very heterogeneous in size and 
capital intensity, according to the country of origin. For instance, FOEs from the overseas 
Chinese are generally small scale and take the form of low capital intensive export oriented 
manufacturing  basis.  In  contrast,  FOEs  from  the  OECD  countries  are  generally  capital-
intensive big production plants, oriented to China’s fast growing huge domestic market.  
 
Table 1.2: GDP share of industrial enterprises by ownership (100 million Yuan) 
Year  1997    2002    2007   
    %    %    % 
Total GDP  113733  100  110776.5  100  405177  100 
State-owned Enterprises  35968  31.6  17271.1  15.6  36387  9.0 
Collective-owned Enterprises     43347  38.1  9619.0  8.7  10170  2.5 
Cooperative enterprises  20376  17.9  3202.9  2.9  3561  0.9 
Joint ownership enterprises  -  -  941.9  0.9  1583  0.4 
Limited Liability corporations  -  -  20069.8  18.1  90336  22.3 
Share-holding Corporations       4976  4.4  14119.0  12.7  40159  9.9 
Private Enterprises  -  -  12950.9  11.7  94023  23.2 
Other Enterprises  20982  18.4  142.6  0.1  1328  0.3 
Enterprises Funded by Foreigners  14399  12.7  18790.5  17.0  85211  21.0 
Enterprises  with  Funds  from  Hong 
Kong, Macao, Taiwan 
-  -  13668.8  12.3  42418  10.5 
Sources: Various issues of China Statistical Yearbook. Notes: In 1997 enterprises funded by foreigners category includes 
enterprises with funds from Hong Kong, Macao, Taiwan. 
 
It is generally asserted that, given their technology intensive production methods, FOE from 
the OECD  countries  represent  a bigger potential  for technology diffusion  (Hu  and Tong, 
2003). In addition, domestic market oriented FDI is more expected to generate direct job 
opportunities by hiring the local labour force and also indirect opportunities through vertical 





Table 1.2 displays the dramatic transformation in ownership structure of Chinese industry 
since the late 1990s. We can clearly observe that between 1997 and 2007, the share of state 
sector  in  total  GDP  reduced  threefold.  Besides,  the  GDP  share  of  the  private  sector  has 
doubled since 2002. In addition, the table shows a sharp decline in the share of collectively-
owned and cooperative enterprises over the same period. Furthermore, between 2002 and 
2007 enterprises funded by foreigners and overseas Chinese accounted for more that 30 per 
cent of total GDP. One can observe that the relative share of enterprises funded by overseas 
Chinese has declined over the period 2002-2007, whereas foreign enterprises in the economy 
gained a larger importance.  
1.4 Financial System 
 
Since the introduction of reform policies, China has followed a steady and gradual approach 
of capital account liberalisation. Unlike the farming and industrial sectors, reforms in the 
banking and financial sectors were implemented very slowly. Today, the Chinese banking and 
financial sector are characterised by massive inflows of household funds, very high levels of 
bank deposits (due to high saving rates) and extensive controls on capital outflows. Moreover, 
the financial market remains underdeveloped and largely state-controlled.  
China’s capital market was recently created by the establishment of security exchanges in 
Shenzhen and Shanghai, respectively in 1990 and 1991. Over the last decade, the relative 
importance of the capital market has grown progressively; between 1995-2000 equity market 
capitalisation has risen at a rate of 400 per cent. 
In China, the banking system is marked by state domination and low efficiency. Over the last 
decades, non-performing loans due to financial support to state-owned enterprises and huge 
capital injections from the state have substantially impeded the profitability of the banking 
sector. In addition, inefficient allocation of funds throughout the banking system hindered 
industrial productivity. Despite its higher productivity, financial resources in China flow very 
poorly  to  the  private  sector.  Private  enterprises  have  a  more  difficult  access  to  financial 
resources  than  state-owned  firms.  Thus,  misallocation  of  capital  and  inefficient  use  of 
financial resources through the banking sector can jeopardise China’s sustainable economic 




Since  the  1990s,  the  government  authorities  made  significant  effort  to  restructure  and 
liberalise  the  banking  and  financial  sector  in  China.  In  accordance  with  its  accession 
commitments to the WTO, in 2006, Chinese government opened up a substantial part of the 
banking sector to foreign competition. Yet, much more has to be done to reform the banking 
and financial sector in the future: deepening the domestic financial sector, further integration 
into  international  capital  markets,  reduction  of  the  relative  importance  of  the  state  and 
efficiency improvement in the banking sector constitute key challenges for China’s future 
reform agenda.  
1.5 Opening up to the World 
 
Since 1979, the government has successfully introduced a series of initiatives to open up 
China to the global economy. Along with the reform policies, China’s trade has showed a 
gradual shift from import substitution and self reliant policies to export promotion strategies.  
 
  Special Economic Zones (SEZ) 
China’s  opening  up  to  foreign  investment  and  trade  was  initiated  in  1979,  with  the 
promulgation of the Law on Chinese Foreign Equity Joint ventures. 
Given the lack of adequate infrastructure facilities and high economic regulation, FDI flows 
to China remained very low during the early years of opening up. In order to overcome the 
difficulties of opening up and to attract foreign investment, the Chinese government set up 
Special Economic Zones (SEZ) in the early years of reform. In 1979 and 1980 four SEZ were 
established on the southeast cost, in Guangdong and Fujian provinces. In 1984, the SEZ was 




Table 1.3: Chronology of opening-up policies in China (1979-1994) 
Year  Type  Location 
1979  3 Special Economic Zones  Guangdong 
1980  1 Special Economic Zone  Fujian 
1984  14 Coastal Open Cities  
 
 
10 Economic and Technological 
Development Zones 
Liaoning, Hebei, Tianjin, Shandong, Jiangsu, 
Shanghai, Zhejiang, Fujian, Guangdong, and 
Guangxi  
Liaoning, Hebei, Tianjin, Shandong, Jiangsu, 
Zhejiang, and Guangdong 
1985  1 Economic and Technological 
Development Zones 
3 Coastal Open Zones 
Fujian,  
Pearl River delta (Guangdong), Yangtze 
River delta and Fujian 
1986  2 Economic and Technological 
Development Zones 
Shanghai 
1988  Open Coastal « Belt »  
1 Special Economic Zone 
1 Economic and Technological 
Development Zone 
Liaoning, Shandong, Guangxi, and Hebei 
Hainan  
Shanghai 
1990  « Pudong new area » zone  Shanghai 
1992  13  bonded areas in major coastal cities 
10 major cities along Yangtze River 
13 Border Economic Cooperation Zones  
 
 
All capital cities of inland provinces and 
autonomous regions 
5 Economic and Technological 
Development Zones 
Tianjin, Guangdong, Liaoning, Shandong  
Jiangsu, Zhejiang, Fujian, and Hainan  
Jiangsu, Anhui, Jiangxi, Hunan, Hubei, and 
Sichuan, Jilin, Heilongjiang, Inner Mongolia, 
Xinjiang, Yunnan, and Guangxi  
All inland provinces 
 
Fujian, Liaoning, Jiangsu, Shandong, and 
Zhejiang 
1993  12  Economic  and  Technological 
Development Zones 
Anhui,  Guangdong,  Heilongjiang,  Hubei, 
Liaoning,  Sichuan,  Fujian,  Jilin,  and 
Zhejiang 
1994  2  Economic  and  Technological 
Development Zones 
Beijing and Xinjiang 






A number of incentives were introduced in the SEZ to attract foreign investors and promote 
exports. For instance, in the SEZ foreign-invested enterprises were offered several monetary 
and  political  advantages  including  favourable  tax  conditions,  lenient  environmental 
regulations,  provision  on  infrastructure,  financial  support,  and  so  on.  In  addition,  duty 
exemptions were granted to import goods if they were processed for an export purpose.  
Over the early years of reform, the instauration of the SEZ generated remarkable success: FDI 
flowed to the southeast regions and exports expanded considerably. However, the instauration 
of the SEZ also brought about serious distortions. In some areas, the SEZ disadvantaged local 
producers and encouraged “round tripping
3”. Moreover, in the SEZ, foreign invested firms 
had a tendency to operate as enclaves. Their products and technologies did not have much in 
common with those of local firms. They interacted on a limited basis with local partners in the 
upstream and downstream sectors. That is to say, in the SEZ, the scope for spillovers to the 
rest of the economy was generally limited.  
It  is  generally  argued  that  the  SEZ  triggered  the  polarisation  of  the  economy  and  led  to 
unbalanced  regional  development  (Fu,  2004).  Hence,  in  1992  the  Chinese  government 
manifested its determination to carry out more harmonious economic development policies 
and expanded the SEZ to all inland provinces.  
 
  The WTO membership 
 
China applied for membership of the WTO in July 1986. After a process of sixteen years of 
lengthy  negotiations,  the  PRC  joined  the WTO  on  11  December  2001.  The  aspiration  to 
become a member of the WTO triggered substantial reforms in Chinese economy. China’s 
WTO membership inaugurated a new stage of economic integration through the benefits and 
challenges it generated.  
In  order  to  join  the  WTO,  China  committed  to  a  far-reaching  opening  by  further  tariff 
reductions in the trade sector. In addition, it accepted to open up the services sector to foreign 
competition  in  a  wide  range  of  areas  such  as  banking,  insurance,  telecommunication, 
distribution and many other industries. In exchange, the WTO members offered to abolish 
discrimination against Chinese products in their domestic market.  
                                                           
3 Round  tripping  refers  to  Chinese  capital  recycled  through  Hong  Kong  in  order  to  take  advantage  of 




It should be stated that China’s WTO accession does not only imply further market opening 
commitments.  The  WTO  membership  also  signifies  the  harmonisation  of  the  Chinese 
economic regime with those of the advanced countries. In this view, China has committed to 
establish a more equal economic environment by reinforcing transparency, the rule of law and  
intellectual property rights. 
In the future, China’s WTO membership is expected to expand considerably the volume of 
foreign trade and investment. In addition, recent exposure to competition in some sectors is 
expected to benefit Chinese consumers and bring about better production efficiency to local 
firms.  
  Processing Trade and Specialisation  
 
Over the last three decades, China has followed with great success, the development path of 
the East Asian NIEs via export promotion. Alongside the opening up initiative, China has 
started  to  exploit  its  comparative  advantage  in  labour  intensive  manufacturing  goods  for 
exports. Figure 1.4 illustrates the rapid expansion of China’s total exports and imports since 
the late 1980s. Today, the Chinese economy is integrated into global production networks 
including the high-tech sectors.  
In  the  Chinese  economy,  it  is  striking  that  FDI  and  trade  are  highly  inter-related;  the 
processing trade accounts for a substantial part of exports and imports.  MNCs which carry 
out  different  stages  of  manufacturing  activities  in  different  locations  generally  choose  to 
establish export platforms in China. That is to say, they produce different components of an 
export good in various countries and assemble them in China due to  cheap labour costs. 
Today, the export-oriented-FDI firms account for up to half of China’s total exports.  
In should be highlighted that in  processing trade the parts and components  are  generally 
imported  rather  than  being  processed  by  local  producers.  The  substantial  part  of 
manufacturing trade occurs at the intra-industry and intra-firm levels. Fu (2004) argues that in 
China,  processing  trade  gives  limited  scope  for  spillovers  through  vertical  linkages  to 




Figure 1.4: Total imports and exports in China (USD 1 million) 
 
Source : China Statistical Yearbook (various issues). 
 
In China, export oriented FOE generally enjoy higher productivity performances than local 
firms (Sun, 1998). In addition, export orientation of a country encourages scale economies 
and specialization according to its comparative advantage. In DCs, export activity might also 
enhance productivity of local firms through competition and demonstration effects
4.  
In China, the expansion of exports has generated massive foreign exchange reserves since the 
late 1990s (Appendix 1). Between 2004 and 2005, China’s trade surplus rose threefold and 
reached 102 USD billion (Figure 1.4). In this way, in 2005, China overtook Japan and became 
the world’s largest foreign exchange reserve holder. In Chinese industry, the accumulation of 
exchange  reserves  played  an  important  role  in  financing  the  import  of  technologically 
advanced machinery and equipment.  
Today, export activity in China is mainly concentrated on the southeast coast because of prior 
preferential  regimes,  superior  infrastructure,  relative  abundance  in  skilled  labour  and 
geographic proximity to international market hubs. By the same token, export composition is 
more  sophisticated  in  coastal  and  eastern  regions  due  to  higher  intensity  in  physical  and 
human  capital.  In  these  regions,  export  goods  include  a  substantive  part  of  equipment, 
machinery and electronic products.  
The export composition of a country reflects its level of economic development. That is to say, 
as long as a country moves up the comparative advantage ladder, its exports tend to become 
                                                           
4 In the investigation of the nexus between export orientation and productivity, “self selection” bias of firms 
should not be disregarded. Successful firms in an economy generally enjoy a greater potential for engaging in 





more intensive in capital and technology. Over the last decades, along with the rapid and 
sustainable  economic  growth,  noticeable  changes  have  taken  place  in  China’s  trade 
composition.  
China’s main comparative advantage lies in the abundance of a relatively qualified cheap 
labour force. Thereby, China has integrated into the world supply chain through processing 
trade, by specialising in labour-intensive manufactured products and raw materials. Its major 
export  markets  are  the  USA,  the  EU,  Japan  and  Hong  Kong.
5 During the early years of 
opening  up,  the  contribution  of  primary  goods  and  manufacturing  goods  to  China’s  total 
export earnings was equal. Since the mid 1980s the manufacturing sector in China has started 
to overtake the primary sector. Since the last decade or so, we can observe a progressive shift 
in China’s export specialisation from primary goods to commodities. It is common knowledge 
that  export  specialisation  merely  based  on  cheap  labour  generates  limited  potential  for 
spillovers and technology diffusion. That is to say, a shift in export composition and new 
comparative advantages created in capital and knowledge intensive sectors are expected to 
stimulate a technological upgrade.   
 
Figure 1. 5: Export and Import composition (USD 1 million) 
 
Source: China Statistical Yearbook (various issues). 
 
                                                           
5 According to Chinese custom statistics, in 2005, trade surpluses with the USA and the UE showed a dramatic 





Figure 1.5 highlights that processing trade accounts for a substantial portion of China’s total 
imports and exports. One can observe that export of manufactured goods constitutes the most 
dynamic component of China’s foreign trade. Over the last few decades, along with greater 
involvement  in  processing  trade,  China  has  exhibited  rapidly  growing  demand  for  raw 
materials and primary goods. The figure also displays that since the mid 1990s, export of 
primary  goods  has  remained  stable  while  the  import  of  primary  goods  has  expanded 
dramatically.  Over  the  last  few  years,  export  of  machinery  and  transport  equipment  has 
increased  whereas  the  share  of  primary  goods  in  total  exports  earnings  has  decreased 
substantially.  
  
Table 1.4: China’s top five exported products (1985, 2005) 
Year  Product 
Code 







1985  33  Crude oil and products  6.9  20.8 
  65  Textile fibres and related products  4.3  12.8 
  84  Garments and accessories  3.7  11.1 
  26  Cotton and other fibres  2.1  6.2 
  05  Vegetables and fruits  1.3  3.8 
2005  85  Electrical machinery and equipment and parts 
thereof; sound recorders and reproducers, television 
image and sound recorders and reproducers, and 
parts and accessories of such articles  
172.3  22.6 
  84  Nuclear reactors, boilers, machinery and mechanical 
appliances; parts thereof 
149.7  19.6 
  62  Articles of apparel and clothing accessories, not 
knitted or crocheted 
35  4.6 
  61  Articles of apparel and clothing accessories, knitted 
or crocheted 
30.9  4.1 
  90  Optical, photographic, cinematographic, measuring, 
checking, precision, medical or surgical instruments 
25.5  3.3 
Sources:  Bureau  of  Customs  of  China.  Notes:  The  classification  of  commodities  for  1985  is  SITC-Four  digits.  The 




Along with economic reforms and transition, technological sophistication of produced goods 
in China has increased gradually (Appendix 2). Table 1.4 compares China’s top five exported 
products in 1985 and 2005 and provides substantial evidence of technological sophistication 
of Chinese exports. The data from custom statistics convey that, between 1985 and 2005, 
Chinese exports decisively moved away from resource based products to more sophisticated 
electronic  and  manufacturing  goods.  Put  differently,  China  managed  to  create  new 
comparative advantages in the production of goods which imply greater income elasticity and 
added  value.  This  outcome  is  also  promising  for  the  sustainability  of  China’s  economic 
growth in the future and hints at the potential to catch up with leading technology economies.   
 
  Foreign Direct Investment 
Since the late 1980s, China has been attracting huge amounts of FDI flows and has become 
the favourite destination of foreign direct investors between DCs. Furthermore, in 2002 China 
outpaced  the  USA  to  emerge  as  the  world’s  largest  recipient  of  FDI  flows  (Wu,  2004). 
China’s outstanding success in attracting FDI can be attributed to the following factors: 
  Abundance of cheap and relatively qualified labour 
  Fast growing, big domestic market 
  Rapid and sustainable economic growth 
  Government’s political and financial incentives to open-up  
  Role of the overseas investors  
Figure 1.6 illustrates the evolution of FDI flows to China since the 1980s. We can notice that 
during the early years of China’s opening up, FDI flows remained negligible. Since 1984, 
following the establishment of new SEZ in 14 coastal cities, FDI to China started to grow 
progressively. During this period, the bulk of FDI were largely concentrated on the southeast 
coast  where  the  SEZ  were  set  up.  In  1992,  Deng  Xiaoping’s  tour  to  the  south  coast 
emphasized China’s commitment to the open door policy and established greater confidence 
from foreign investors. The government implemented a series of new policies and regulations 
to encourage China’s economic integration. The same year, the establishment of a “socialist 
market economy” was declared by the central committee of the Chinese Communist Party 





Figure 1.6: FDI flows to China 
 
Source: SSB (various issues) 
 
This further opening up initiative turned out to a remarkable success: FDI flows to China 
reached their peak level between 1992 and 1994. However, between 1998 and 1999, FDI 
flows slowed down dramatically due to the Asian financial crisis. The WTO membership in 
2001 triggered the rapid expansion of foreign investment. In 2002, China overtook the United 
States to become the world’s largest FDI recipient country by attracting 53 billion US dollars 
of FDI flows. Since 2005, FDI flows to China tend to involve bigger sized projects than 
before. One can notice from Figure 1.6 that over the period 2005 and 2007 the number of FDI 
projects decreased whereas the amount of FDI flow continued to grow steadily. 
 
During the early years of the opening up initiative, a major proportion of the FDI flows has 
been drawn towards labour intensive
6 manufacturing and real estate sectors. However, over 
the last decade, technology and capital intensive sectors have been attracting a growing 
                                                           
6 Labour-intensive  sectors  include  food  processing,  food  manufacturing,  textiles,  clothing  and  other  fibre 
products, leather and fur products, timber processing, furniture, paper and paper products, printing, cultural 
education and sports goods, rubber products, plastic products, non-metal mineral products, metal products, 
and others. 
Capital-intensive sectors include beverage manufacturing, tobacco processing, petroleum refining and coking, 
chemical  materials  and  products,  chemical  fibres,  ferrous  metal  smelting  and  pressing,  non-ferrous  metal 
smelting and pressing, and transport equipment.  
Technology  intensive  sectors  include  medical  and  pharmaceutical  products,  general  machinery,  special 
machinery,  electrical  machinery  and  equipment,  electronics  and  telecommunication  equipment,  and 





amount of FDI. Table 1.5 shows that between 2000 and 2007, the most attractive sectors to 
FDI were manufacturing, transport, trade, real estate, scientific research and education. We 
can also observe that after the WTO accession in December 2001, FDI to the service sector 
(e.g. insurance, finance and distribution) expanded considerably. 
   
Table 1. 5:  FDI Actually Utilised by sectors (USD 10 000) 








Total  4071481  5350467  6032469  7476789 
Agriculture,  Forestry,  Animal  Husbandry  and 
Fishery 
67594  100084  71826  92407 
Manufacturing  2584417  3693570     4245291  4086482 
Production and Supply of Electricity, Gas and 
Water  
224212  129538  139437  107255 
Construction  90542  61176  49020  43424 
Transport, Storage and Post  101188  86737  181230  200676 
Information  Transmission,  Computer  Services 
and Software 
N/A  N/A  101454  148524 
Wholesale and Retail Trades  85781  111604  103854  267652 
Hotels and Catering Services  N/A  N/A  56017  104165 
Financial Intermediation  7629  23199  21969  25729 
Real Estate  465751  523560  541807  1708873 
Leasing and Business Services  N/A  N/A  374507  401881 
Scientific Research, Technical Service  5703  25871  34041  91668 
 Geologic  Prospecting,  Management  of  Water 
Conservancy, Environment and 
N/A  N/A  13906  27283 
Public  Facilities,  Services  to  Households  and 
Other Services 
N/A  N/A  26001  72270 
Education  N/A  N/A  1775  3246 
Health, Social Security and Social Welfare  10588  12737  3926  1157 
Culture, Sports and Entertainment  5446  5782  30543  45109 




Figure 1.6: Foreign direct investment to China by regions 
 
 
Source: China Statistical Yearbook (various issues).  
 
In  China,  the  motivation  of  FDI  is  particularly  determined  by  its  geographic  origin.  For 
instance, investors from overseas China are mainly attracted by cheap labour costs while the 
bulk of investment from the OECD countries is driven by China’s rapidly growing domestic 
market.  Given  the  cultural,  historical  and  geographic  proximities;  FDI  from  Hong  Kong, 
Singapore, Taiwan and Macao accounts for a substantial share of total investment.  Over the 
period 1979-1991, FDI from overseas China corresponded to 80 per cent of total flows. In the 
1990s,  geographic origin of main investors  changed progressively. The share  of overseas 
investors reduced whereas the share of FDI originated from the OECD countries expanded 
rapidly.  The  WTO  accession  of  China  and  further  opening  up  incentives  it  implied 
encouraged FDI from western countries. We can observe from Figure 1.7 that between 2000 
and 2007, the share of overseas investors stabilized around 60%. In contrast, during the same 
period,  the  relative  share  of  FDI  from  the  USA  and  Europe  reduced  due  to  the  sharp 
expansion of FDI from Latin America (up to 21 per cent in 2007).  
1.6 Human Capital and Research & Development  
 
During  the  reform  period,  in  parallel  with  physical  capital  accumulation,  the  Chinese 
government has manifested great interest in raising the level of education and qualifications of 
the population. Over the last few decades, China has achieved remarkable progress in the area 
of  human  capital  development.  In  1986,  the  government  launched  “children’s  nine  years 
compulsory schooling” initiative. Consequently, between 1986 and 2000, the percentage of 




Figure 1.8 highlights that during the Maoist period (1949-1977), incentives in human capital 
formation were mainly concentrated on the expansion at the primary and secondary level. 
Over  the  reform  period,  the  priority  has  been  directed  to  secondary  and  tertiary  level  of 
education.  In 1999, the Chinese  government  set  out  a plan to  double the size of tertiary 
education institutes in particular in the field of science and engineering (OECD, 2005). This 
initiative generated great success; the school enrolment tripled over the period 2000-2007. 
Figure 1.7: Number of school enrolment by type of schools (10000 persons) 
  
Source: SSB (various issues) Note: Tertiary schools designate regular institutions of higher education. 
 
As a matter of fact, progress in raising the average level of education actively contributed to 
raising  the  quality  of  the  labour  force  (Figure  1.9).  In  addition,  improvements  in  health 
standards and an increase in life expectancy also enhanced the production potential of the 
Chinese  labour  force.  It  is  undeniable  that  an  abundant  human  capital  and  a  qualified 
workforce constitute key advantages to attract capital intensive FDI.  
 
Figure 1.8: Average years of education for working population 
 
Source: State Statistical Bureau (various issues) and author’s calculations. Notes: The series of average 
years of education for working population (15-64 ages) are computed by the author based on the number of 
graduates from primary, specialized secondary, junior secondary, senior secondary and tertiary schools. The 





Furthermore, the constitution of an adequate human capital stock and generation of absorptive 
capabilities through R&D and innovation are major preconditions for technology diffusion via 
FDI and trade. 
 
Over  the  last  decade,  The  Chinese  government  has  manifested  its  intention  to  create  a 
favourable policy environment for innovation and assimilation of imported technologies. In 
order to catch up with the world’s leading economies, the government showed a growing 
interest in the development of science and technology. In 2006, the Chinese government set 
the goal of being a technology leading country in the future and promulgated the National 
Medium and Long -term Science and Technology Development Plan (2006-2020).  
 
Figure 1. 9: Total expenditure on research and development (100 million Yuan) 
 
Source: State Statistical Bureau (various issues) 
 
In parallel with private spending, Chinese authorities engaged in active government spending 
on  research  and  development
7. Over the last decade, in China, funding for research and 
technology has grown at a faster pace than the GDP growth. Figure 1.10 displays a dramatic 
expansion of the expenditure on research and development from the early 1990s onwards. 
Today, China ranks second in the w orld ,just below the USA, in the number of people 
involved in R&D activities and in the amount of spending on R&D (1.2 million USD in 2006). 
 
                                                           
7 Over the period 1996-2005, China’s government spending on R&D and education grew at an annual rate of 




1.7 Unbalanced Regional Development 
 
China’s 30 years of economic reform has brought about a higher per capita income and a 
substantial reduction in poverty. In 1992, income per capita in China outpaced the average 
level of low income DCs. Yet, China has more to do in the future in order to catch up with 
industrialised  countries.  In  2007,  its  GDP  per  capita  reached  only  half  of  that  of  middle 
income DCs. 
Today,  it  is  a  common  belief  that  reform  policies  in  China  led  to  unequal  regional 
development. Despite the substantial part of the population which rose out of poverty, the 
general  perception  is  that  reform  policies  resulted  in  worsening  regional  disparities. 
Preferential open up policies coupled with some other geographical, political and structural 
factors manifestly  favoured the development  of coastal  regions.  Since  the introduction of 
economic  reforms,  inland  regions  have  fallen  far  behind  while  export  and  FDI  oriented 
regions have enjoyed higher income growth paces. 
In the 1990s the widening regional inequalities became a growing concern for the Chinese 
authorities.  The  deepening  income  gap  between  regions  started  to  be  recognised  as  a 
threatening  factor  to  social,  political  and  economical  harmony.  In  1992,  the  Chinese 
government manifested its intention of turning away from special regimes towards nation-
wide opening-up strategies. Thus, the government’s recent initiatives shifted the focus back to 
the  development  of  interior  regions.  In  1999,  the  government  launched  the  Western 
Development Strategy in order to establish a favourable business environment in Western 
China  (by  developing  human  capital,  natural  resources,  transport  and  communication 
infrastructure, and so on). The Western Development Strategy produced immediate results; it 
diverted  considerable  amounts  of  both  domestic  and  foreign  investment  to  relatively 
backward western regions. Since 1999, China's western regions have reported annual growth 
rates above the national average.  
The existence of strong economic linkages is a key factor for the fast growing coastal regions 
to drive the rest of the economy. In the future, Chinese authorities should look forward to 
remove barriers to labour movements between regions and between urban and coastal areas. 
In addition, in backward regions, human capital construction through education should be 
made  a  priority.  It  should  be  highlighted  that  the  lack  of  skilled  workers  in  central  and 




In  China,  the  assessment  of  persistent  regional  inequalities  became  of  particular  interest 
among scholars and policy makers. In the literature, widening income and the evolution of 
regional  inequalities  are  generally  analysed  at  two  major  levels,  namely  between  regions 
(inland and coastal) and between rural-urban areas within the same region. The dominant 
view is that regional inequalities in China have worsened during the first two decades of 
economic reform
8.   
Conclusion 
 
Over the last 30 years of reform, China has successfully followed a resource-intensive and 
outward-oriented economic development model. Since the implementation of reform policies, 
China has gradually embraced the principles of a market based economy. It transformed its 
economic structure from a state dominated, self-reliant economy towards a dynamic private-
sector-led open economy. 
China’s rapid economic growth over the last few decades has largely been driven by capital 
accumulation  and  integration  into  the  global  economy  through  FDI  and  trade.  China  has 
successfully exploited its comparative advantage in abundant cheap labour and specialised in 
the  production  of  labour  intensive  manufacturing  goods.  Improvements  in  technological 
efficiency, better reallocation of resources across sectors and structural transformation have 
substantially raised its productivity.  
Today, China’s economic transformation still remains unfinished; in order to sustain the pace 
of economic growth more has to be done in the future. Despite the governments’ considerable 
efforts  over  the  last  three  decades,  the  Chinese  economy  still  exhibits  some  structural 
weaknesses in the agricultural, financial and state sectors. That is to say, reform initiatives in 
the state, banking and financial sectors have to be pursued. Better transparency should be 
established, besides the intellectual property rights, property rights in rural areas need to be 
reinforced.  
In the future, China’s economic development could be constrained by bottlenecks in the field 
of  energy,  natural  resources  and  environment.  Rising  income  inequalities,  environmental 
                                                           
8 For a detailed summary of empirical studies on regional disparities in China over the period 1978-1995 see 




deterioration and external trade frictions due to the ongoing global economic crisis might 
jeopardise China’s robust economic growth.  
In the near future, the Chinese policy makers should look forward to meeting the needs and 
challenges of sustainable economic development and promoting a more harmonious society. 
They should pursue their incentives to relax formal restrictions and informal barriers to labour 
mobility. In addition, active government spending in human development, construction of 
adequate infrastructure facilities and a greater outward orientation are needed to encourage 
the  development  of  inland  regions  and  to  promote  innovation-driven  growth.  China’s 
unprecedented growth since 1978 is largely resource intensive and based on over-reliance 
upon external markets. From an international perspective, domestic consumption to GDP ratio 
in  China remains  relatively small. Moreover, high saving  rates of Chinese household  are 
essentially triggered by the lack of a nation-wide social security system. Establishment of a 
nation-wide social security system is also expected to reduce income imbalances. As argued 
by Wu (2007), the third wave of China’s economic development, should be based on new 
driving forces such as expansion of domestic consumption, enlargement of the service sector; 
and development of new technologies and innovation activities.   
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